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American Institute of Accountants
BOARD OF EXAMINERS

Examination in Auditing
MAY 18, 1920, 9 A. M. to 1 P. M.

Answer any ten of the following questions:

1.

In auditing the accounts of a co-partnership you find that
the real estate account includes two pieces of property,
the titles to which stand in the names of individual part
ners. What position would you take in regard to such
items ?

2.

You have been retained by a manufacturing company as a
consulting accountant and are requested to advise the
officers what steps to take in order to determine the
cause of an apparent deficiency in the inventory of fac
tory material and work in process. How would you
proceed to inform yourself of the circumstances and
what would you suggest as a possible remedy?

3.

Give some reasons why the professional auditor should,
under present-day conditions, give even more attention
than in the past to (a) inventories, (b) insurance car
ried, (c) bank balances in foreign countries.

4.

The machinery used by a firm has been purchased on the
instalment plan, with monthly payments, and under the
stipulation that title shall not pass until the last payment
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has been made. At the close of the year there are several
payments yet to be made. The firm also pays a roy
alty on the output of some of the machines secured on
this plan. How should the accountant in the annual
statement deal with (a) the machinery, (b) the instal
ments paid, (c) the royalties?
5.

Discuss the principles under which the calculation of charges
in a mining company should be made, covering (a) de
preciation of plant and equipment, (b) amortization of
development expenses.

6.

You have been called to audit the books of a furniture com
pany which sells on the instalment plan. The books have
been closed when you reach the office, and you are handed
a completed profit and loss account and balance-sheet.
The company has been in business one year only.
On investigation you find that all instalment sales are
credited to an account designated “instalment sales.” A
controlling account and sub-ledger are kept for the instal
ment customers.
You find that the total of the instalment sales has been
credited to “instalment sales” account, which has been
closed into profit and loss.
All accounts, instalment and otherwise, that were known
to be uncollectible have been charged off. There are no
reserves against balances due from customers on the
books.
What criticisms or corrections have you to suggest as
to the correctness or otherwise of the balance-sheet and
profit and loss statement handed to you?

7.

You find the following certificate is appended to a balancesheet :
“May 15, 1920. The foregoing balance-sheet is in ac
cordance with the books of the A. B. C. Co.
“(Signed) John Smith, auditor.”
State what, in your opinion, are the limitations, if any,
of such a certification. Assuming you were afforded all
reasonable facilities for the conduct of an audit of the
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company is it such a certificate as you would use?
State definitely how you would amplify it.

8.

The charter of a corporation which you are auditing con
tains a provision for the payment of an amount equal
to 3 per cent of the preferred capital stock, originally
issued, into a sinking fund. This fund, it is directed, is
to be utilized in purchase of stock, at not exceeding 10
per cent premium, and its cancellation and retiral. State
in full detail how you would reflect transactions under this
provision in your balance-sheet. Give illustrations (a)
assuming stock acquired at a discount of 10 per cent, and
(b) assuming stock acquired at a premium of 10 per cent.

9.

In auditing department store A. you find that cash discounts
on purchases are regularly deducted from invoices when
they are entered in the books, while in store B. the in
voices are entered in full and the discounts are credited
to a discount account as and when received. Discuss the
relative advantages and disadvantages of the two methods,
and state what variations, if any, would occur in the
valuing of inventories under the two methods.

10.

In a manufacturing concern which you are requested to
audit, you find that what appears to be a careful book
inventory of raw materials, supplies and work in process
is maintained, but no physical inventory has been made
for some years. Would you consider this a satisfactory
state of affairs? And if so, on what safeguards would
you insist to insure constant accuracy in the records?

11.

Outline a programme for a balance-sheet audit with a test
of operations for any one of the following:

(a) A coal mining company,
(b) A coffee or rubber plantation,

(c) An import and export house with foreign con
nections,
(d) A suburban real-estate development company.
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12.

In auditing the books of a corporation you find record of
the ownership of stocks and bonds, some of which are in
hand, some are deposited with bankers or others for
safekeeping, and others are lodged as security for loans.
State what kind of evidence you would require in each
case, specifying particularly in the case of stocks and reg
istered bonds, if not registered in the name of the corpora
tion, what you consider necessary to protect your client’s
interests.

Examination in Commercial Law
MAY 18, 1920, 2 P. M. to 6 P. M.

Give reasons for all answers.
Negotiable Instruments
Answer two of the following three questions:
1. A having received from B, in payment of a debt, B’s
cheque for $10,000. drawn upon the X bank, endorsed
it to the order of C, who on the same day procured its
certification by the bank. What is the obligation, if
any, assumed by the bank upon certifying? What
effect, if any, does such certification have upon the lia
bility of A and B on the cheque ?
2. Are the following instruments negotiable?
(a) “March I, 1920. I promise to pay to the order of John
Smith & Co. on August 30, 1920, in the city of New
York, the sum of $340 for the amount of the second
instalment on machine purchased of them on this date.
William Brown.”
(b) “New York, May 1, 1920. Sixty days after date, I
promise to pay to John Smith $5,000. for value re
ceived. William Brown.”
3. A made a note for the accommodation of B. B, before
maturity, transferred it for value to C, who, at the
time of taking the note knew that A was an accom
modation party. Upon maturity, the note not being
paid, C sued A thereon. Can he recover?
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Contracts.

Answer two of the following three questions:
4.

A sent an order by mail to B for 100 barrels of flour at
$15. a barrel on twenty days’ credit. B replied, say
ing, “I accept your order and will ship the goods, but on
10 days’ credit.” A received this letter and made no
reply. After A’s receipt of the letter, B wrote again
saying: “I have reconsidered the matter and will
allow 20 days’ credit. Am shipping the goods.” A
refused to receive or pay for the goods. Is A liable?

5.

A, a carpenter, sent B a bill for $500 for work, labor and
services. There had been no agreement as to the price
to be paid. B, on receiving the bill, sent a letter to A
not disputing the services, but questioning the reason
ableness of the amount of the charge and enclosing a
cheque for $350, which he stated was in full satisfac
tion of A’s claim. A made no reply, cashing the
cheque. He subsequently sued B to recover $150. as
balance due. Is he entitled to recover?

6.

A in Chicago by written instrument contracted to sell to B
in New York certain goods, with the provision that the
goods were sold f. o. b. the Pennsylvania Railroad at
Chicago, payment to be made sixty days after delivery.
A delivered the goods to the Pennsylvania Railroad at
Chicago, took the bill of lading in the name of B
and forwarded it to B. Before the goods arrived at
New York, A learned that B had become insolvent.
Has title to the goods vested in B? What are A’s
rights ?
Corporations

Answer two of the following three questions’.

7.

A corporation has an authorized and issued capital stock
of $100,000. It increases its authorized capital stock
to $300,000. In what circumstances may the board of
directors accept subscriptions to the new stock for
cash at par from the public generally?
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8.

The by-laws of X business corporation provide that the
manager shall not have power to contract a debt in
excess of $1,000. without a vote of the board of
directors. B, the manager, has been for several years
in active charge of the business of the corporation and
has bought from time to time from the Y company
goods used in the business of the X corporation for
amounts varying between $10 and $1,000. He now
orders a bill of goods amounting to $1,500., and the
X corporation refuses either to receive or to pay for
the goods. Is it liable?

9.

(a) What is meant by “cumulative dividends ?”
(b) What is meant by “cumulative voting rights ?” For
what purpose are cumulative voting rights usually
given ?
Partnership

Answer both the following questions:

10.

A and B were copartners in the business of manufactur
ing shoes. A sold and conveyed his interest in the
firm to C. What effect has the transfer on the part
nership ? What rights does C, the purchaser, acquire ?

11.

A and B are partners and employ C as a manager of
their business. They agree to pay him 15 per cent of
the profits as a salary. Subsequently X sells a bill
of goods to the partnership and seeks to charge C as a
partner. Can he succeed?
Bankruptcy

Answer both the following questions:

12.

Explain what is meant by “receiver in bankruptcy” and
“trustee in bankruptcy,” and state how and by whom
each may be appointed.

13.

A filed a petition in voluntary bankruptcy, including in
his schedules the following liabilities: $500. on promis
sory note; $250. personal taxes due to the state of New
York; $500. on a claim for rent; $1,000. for alimony
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due his wife; $5,000. on a judgment for personal in
juries incurred through the negligence of A’s agent in
operating A’s automobile; $500. on a claim for dam
ages for obtaining certain stock by false representa
tions made by A. All the holders of these claims were
duly notified of the bankruptcy proceedings, but did
not file proofs of claim. Subsequently A received a
discharge in bankruptcy. Which, if any, of the debts
listed were discharged?
Federal Income Tax

Answer both the following questions:
14.

To what extent are losses deductible in computing net
income for federal tax, (a) in the case of a resident
individual, (b) in the case of a domestic corporation?

15.

A, being the owner of 100 shares of the capital stock of
the X company, which he purchased in 1914 for
$10,000., in 1919 exchanged them for a plot of real
estate in the city of New York. Is this transaction to
be considered for income-tax purposes, and if so what
further data would you need to determine whether or
not it would affect the income-tax return of the indi
vidual in question, and why?

Examination in Accounting Theory and Practice

PART I
MAY 19, 1920, 9 A. M. to 1 P. M.

Answer questions 1, 2, 3 and any five other questions.
1.

The books of a concern recently burned out contained evi
dence of purchases, including inventory, of $200,000 and
sales of $40,800 since the last closing. Upon investigation,
however, the auditor ascertained that a sale of merchandise
had been made just prior to the fire, and not recorded in
the books, at an advance of two-fifths (2/5) over cost less
a 10% cash discount, on which the profit was $31,928.00.
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The past history of the business indicated an average gross
profit of 50% on cost of goods sold.
(a) What amount should be claimed as fire loss?
(b) What rate of gross profit do the transactions finally
yield ?

2.

From the balance-sheet of the Lansdale Monotile Company
dated December 31, 1918, as below, together with the in
formation following, show the trial balance before closing.
The Landsdale Monotile Company
Balance-sheet—December 31, 1918

Assets
Land and buildings............. $500,000
Less reserve for deprec’n. 120,000

380,000

Machinery and equipment. .$200,000
Less reserve for deprec’n. 80,000
U. S. Victory bonds..........................
Merchandise—inventory..................
Cash ..................................................
Accounts receivable............. 250,000
Less reserve for doubtful
accounts.................... 12,500

237,500

Notes receivable.................
Accrued interest receivable

100,000
4,500

Total ............................

,125,000

120,000
100,000
125,000
58,000

Liabilities and Capital
Capital stock ....$ 300,000
Notes payable.... 350,000

Accounts payable.
Interest accrued
payable...........
Surplus ...............

158,000

3,000
314,000

Total ............$1,125,000

The accruals at the time of closing were:
Interest on notes payable, $3,000; depreciation of build
ings, $20,000; interest on notes receivable, $2,000; depre
ciation of machinery and equipment, $30,000; interest on
Victory bonds, $2,500; provision for doubtful accounts,
$12,500. The other nominal accounts closed out were:
sales, $325,000; administrative expense, $50,000; cost of
goods sold, $125,000; selling expense, $25,000.
3.

An abstract of the cash account of the collector and treasurer
of the borough of Eloka is presented to you showing the
following figures:

408

American Institute of Accountants
Receipts:
On hand beginning of year........................ $ 2,000.00
(General account $1,500.00, special account
being from assessments, $500.)
Taxpayers, on account of taxes........................
47,000.00
Assessments for improvements..........................
1,000.00
Licences, fees and permits...................................
1,800.00
Interest..................................................................
300.00
Emergency notes (to meet cost of repairing
bridge wrecked by storm)..........................
3,000.00
Payments:
Accounts payable (previous year).......................................
Salaries ....................................................................................
Police department...................................................................
Fire department.......................................................................
Street lighting.........................................................................
Interest on funded debt..........................................................
Bonds retired...........................................................................
Repairs to bridge.....................................................................
Balance on hand end of year.................................................

$ 1,300.00
5,300.00
19,000.00
12,000.00
800.00
2,250.00
10,000.00
2,800.00
1,650.00

$55,100.00 $55,100.00

A copy of the budget adopted at the beginning of the year is
as follows:
Estimated revenue (licences, fees, etc., $1,500; interest,
$200) .........................................................................
$ 1,700.00
Amount certified to be taxed..................................................
48,200.00
$49,900.00

Appropriations:
Salaries ....................................................................................
Police department...................................................................
Fire department.......................................................................
Street lighting .........................................................................
Interest on funded debt............................................................
Bonds retired...........................................................................

$ 5,000.00
19,500.00
12,000.00
900.00
2,500.00
10,000.00
$49,900.00

The taxes assessed were, however, $49,700., instead of
$48,200., but allowances were made amounting to $800.,
which reduced the amount actually collectible to $48,900.
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At the end of the year the following unpaid bills were on
file:
Police department ....................................................
Fire department........................................................

$300.00
50.00

At the beginning of the year there were uncollected taxes
from previous years of $2,800., on the one hand, and un
paid bills $1,300., on the other hand, which, with the cash
on hand showed an apparent balance on general or cur
rent account of $3,000. At the same date the funded
debt was $50,000., and unpaid assessments for improve
ments were $1,400., showing with the cash on hand on
surplus account a net debt (excluding general account)
of $48,100.
Prepare a balance-sheet at the close of the year (dividing
it into its two main sections of current and capital accounts
respectively) and also a statement showing the operations
for the year. State also what is the net debt of the borough
at the close of the year.
4.

Explain the distinction between real reserves and nominal
reserves. Give two examples of each.

5.

In the course of a balance-sheet audit of a large corporation,
why should the examination of repairs charged to cost
of operations receive special consideration in relation to
the liability for federal taxes?

6.

In the case of a company which publishes an annual balancesheet but no profit and loss account, state whether or not
you would recommend to your client that the profits earned
during the year, less dividends paid, be shown on the face
of the balance-sheet. Give your reasons.

7.

Can surplus be created in any way other than through profits
earned from operations? Explain.

8.

In preparation of consolidated returns under the federal
income-tax law, on what basis would you apportion the
tax among the several corporations?
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Actuarial Questions (Optional)

9.

The maximum sum insured under the soldiers’ insurance
with the government is payable $57.50 per month for
20 years certain after death or disability. How can the
equivalent sum payable in cash be found? Give the cor
rect formula and explain why 12 x 57.50 x A20 differs
from the equivalent cash sum.
Given:

10.

The 4¾% Victory notes mature at par on May 20, 1923.
If a purchaser buys at $96.20 on May 20, 1920, calculate
the approximate yield per cent.
Given:
A6 =
V6 =

11.

A20 at 3½ = 14.21.

3%
5.4172
.8375

2¾%
5.4624
.8498

A company is issuing $100,000. of 4% 20-year bonds, which
it wishes to pay at maturity by means of a sinking fund,
in which equal annual deposits are to be made. The
board of directors wishes to assume that this fund will
earn 5½% interest for the first five years, 5% for the next
five years and 4% for the last ten years. What is the
annual deposit required ?
Given:
S5
S10
(1+i)5
(1 + i)10

5½%
5.581
12.875
1.307
1.708

5%
5.526
12.578
1.276
1.629

4%
5416
12.006
1.217
1.480

Examination in Accounting Theory and Practice
PART II
MAY 19, 1920, 2 P. M. to 6 P. M.

Answer questions 1, 2, 3, and any three other questions.
1. From the following trial balance of the Sampson Company,
December 31, 1919, after closing, prepare a statement of
financial condition, such as might be presented to bankers:
Debits
Prepaid insurance...........
Plant property................

$ 1,850.00
350,000.00

Credits
Reserve for customers’
discounts ..................... $ 13,500.00
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Debits

Credits

Notes receivable............ $ 16,500.00 Notes payable................ $ 35,000.00
Finished goods...............
47,800.00 Surplus—capital................ 240,000.00
Patents, trade-marks and
Profit and loss. 243,650.00
goodwill...................
500,000.00
Reserve for credit losses.
15,000.00
Prepaid interest.............
525.00 Accounts payable.............
62,000.00
Goods in process.............
53,75o.oo Reserve for depreciation
Cash................................
52,425.00
of plant property......
85,000.00
Advances to salesmen...
750.00 Salaries and wages pay
Materials and supplies...
25,500.00
able ...........................
2,350.00
Treasury preferred stock
5,000.00 Preferred stock*.............
100,000.00
Customers......................
145,900.00 Common stock†..............
400,000.00
Dividends payable......... .........2,000.00
Accrued taxes payable...
1,500.00

Total debits............. $1,200,000.00

Total credits............. $1,200,000.00

* 1,000 shares, par value $100 each, preferred as to assets and dividends.
† 80,000 shares of no par value, issued at a stated value of at least $5 a share.

2.

The ABC university presents a balance-sheet at December
31, 1919, drawn up as follows:
Assets

General fund:
Cash—general fund.................................................................
Unpaid tuitions .....................................................................
Accrued interest receivable....................
Unexpired insurance .................................................................
Furniture and equipment........................................................

Total general fund assets...............................................

$ 4,395.63
2,348.43
5,764.08
1,587.96
59,853.18

$73,949.28

Endowment funds:

Bonds and mortgages................................. $336,750.00
Stocks and bonds ...............................................
75,312.62
Real-estate investments ...................................... 163,149.30
Real-estate—university property........................ 135,641.68

Cash—endowment funds:
In banks ........................................... $10,800.91
Due from general fund..................... 14,358.32

25,159.23

Total endowment fund assets.........................................

736,012.83

Total assets.......................................................................

$809,962.11

412

American Institute of Accountants
Liabilities
Notes payable..................................................................................
Accounts payable ............................................. ............................
Due to endowment funds................................................................

$ 10,000.00
8,724.59
I4,358.32

Total liabilities .......................................................................
Endowment funds.......................................
General fund ...................................................................................

$ 33,082.91
736,012.83
40,866.37

$809,962.11

You are asked to make an audit of the books, in the course
of which you discover the following facts:
(a) The endowment funds are restricted as to the use of the
income therefrom for general purposes of the university.
(b) The item “real-estate—university property” represents
amount paid in acquiring title to property upon which
university buildings stand, which was originally leased
by the university. These payments were made from the
proceeds of sale of endowment fund investments. On
December 29, 1919, the property upon which university
buildings stand was sold and title passed for a cash con
sideration of $500,000, the cheque for which was not
deposited until January 5, 1920.
(c) Cash shown as due from general fund represents endow
ment fund cash advanced to pay off obligations incurred
as a result of university operations.
You are asked to criticize the balance-sheet as submitted, pre
pare necessary journal entries to set up the sale of real
estate and prepare corrected balance-sheet of December
31, 1919.
3. The A. B. C. company agreed to pay its general manager a
bonus of 10% of its net profits for the year 1919, after
deducting federal income and profits taxes, the bonus being
a deductible expense in determining net taxable income.
After the books had been audited it was found that the net
profits before deducting federal income and profits taxes,
and before deducting bonus, amounted to $470,000, and
that the invested capital for federal tax purposes for the
year 1919 was $840,000. Calculate the amount of the bonus
and federal income and profits taxes, proving your answer
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by showing that the bonus amounts to exactly 10% of the
profits after deducting federal income and profits taxes.
The entire bonus comes out of the 40% bracket.
Tax information:
Excess profits taxes exemption:
$3,000 and 8% of the invested capital.
Income-tax exemption:
$2,000 and amount of excess profits taxes.
Rates:
Excess profits taxes:
20% of the net profits in excess of the exemption and
not in excess of 20% of the invested capital.
40% of the balance of profits.
Income tax:
10% of profit less exemption.
Tax before bonus, $173,124

4.

Define the following and give a list of expenses which would
properly come under each heading:
(a) Shop overhead
(b) General overhead
Discuss various methods of distributing such expenses.

5.

Explain and discuss four methods of providing for depre
ciation.

6.

How would you deal with the following items in preparing
the annual accounts of a company?
Comment briefly on any points which would need special
consideration:
(a) Goodwill
(b) Repairs reserve account
(c) Unclaimed dividends account
(d) Bond issue expense account
(e) Preliminary expense account
(f) Expenditure during the year on leasehold
property.

7.

It being understood that in well-managed industrial concerns
large expenditures for construction should not be made
unless they are properly authorized, discuss in detail
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a method for preparing requisitions for such work,
describing the information that should be shown and the
form which authorization should take.
8. (a) What is the effect of depreciation upon the operating
results of a business?
(b) Is a charge for this purpose recognized under the incometax regulations?
(c) If the authorities disallow any charge which has been
made upon the books, state specifically how the amount
disallowed should be treated in subsequent income-tax
returns.
9. A merchant going abroad to purchase goods secures from his
bank, on the strength of his general financial standing, a
letter of credit for use in his contemplated purchases of
$500,000.
. How should the issuance of this letter of credit be shown in
the accounts of the bank ?
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